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R Elrod, Stephen S. Hill, Stephen F. Smith, Robert H
Benna and Jeffrey G DiSciullo. difton D. Harris, Jr., and
Thomas M Roche entered appearances.

Robert H. Benna argued the cause for petitioner Tesoro
Al aska Petrol eum Conpany. Wth himon the briefs was
Jeffrey G DiSciullo. James C. Reed, Jeanne M Bennett and
David S. Berman entered appearances.

Andrew K. Soto, Attorney, Federal Energy Regul atory
Conmi ssi on, argued the cause for respondents. Wth himon
the brief were Joel |I. Kl ein, Assistant Attorney Ceneral, US.
Department of Justice, John J. Powers, 111, and Robert J.

W ggers, Attorneys, Jay L. Wtkin, Solicitor, Federal Energy
Regul at ory Conmi ssion, and Susan J. Court, Special Coun-
sel. David H Coffnman, Attorney, entered an appearance.

John A. Donovan argued the cause for intervenors Arco
Al aska, Inc., et al. Wth himon the brief were Matthew WS.
Estes, Bradford G Keithley, Charles WIIliam Burton, Jason
F. Leif, John W Giggs, W Stephen Smth, Randol ph L.
Jones, Jr., Alex A Goldberg and Richard Curtin. Carolyn Y.
Thonpson, Richard D. Avil, Jr., and Dean H Lefler entered
appear ances.

Al bert S. Tabor, Jr., John E. Kennedy and S. Scott Gaille
were on the brief for intervenors TAPS Carriers. Marvin T.
Giff and Dean H Lefler entered appearances.

Before: G nsburg, Sentelle and Randol ph, Crcuit Judges.
pinion for the Court filed by Crcuit Judge Sentelle.

Sentelle, Crcuit Judge: Exxon Company, U.S. A and
Tesoro Al aska Petrol eum Conpany petition for review of the
Federal Energy Regul atory Conm ssion's ("FERC' or
"Conm ssion") order revising the val uati on net hodol ogy for
speci fied grades of petrol eum products after our partial re-
mand of the Conmm ssion's earlier order adopting the distilla-
tion method for determ ning conpensati on due shi ppers on
the Trans Al aska Pipeline Systemfor differences between the
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oil streans injected and oil streans received. See Oder
Modi fyi ng and Adopting Contested Settl enent Proposal

Trans Al aska Pipeline Sys., 65 FERC p 61,277 (1993) ("1993
Order"), approved in part and remanded in part, OXY USA,

Inc. v. FERC, 64 F.3d 679, 684 (D.C. Cir. 1995) ("OXY"). In
the order before us, FERC approved with nodifications a
contested settlenment over the objection of petitioners. W
grant the petition for reviewin part and vacate and remand
for further proceedings those parts of FERC s order approv-
ing the use of proxies for the market valuation of one grade of
petrol eum product and the decision to apply the settl enent
prospectively only.

. BACKGROUND

The Trans Al aska Pi peline System ("TAPS') provides the
only conmercial |l y-viable nethod for noving crude oil punped
fromthe oil fields on Alaska's North Slope to the shipnent
poi nt at Val dez, Al aska, the Al askan gateway to the world
market. Several oil conpanies own interests in various oi
fields on the North Slope. The oil in those fields differs
significantly in quality, but the realities of shipping that oil on
the single pipe of the TAPS requires the blending of the oi
streans fromdifferent fields. Unlike packages shipped by a
common carrier, the oil streans cannot be segregated during
shi ppi ng, and the bl ended streans cannot be separated at the
Val dez end of the pipeline. Instead, at the Val dez end of the
pi pel i ne, each shipper receives a quantity of the bl ended
common stream equivalent to the anount it injected at the
North Sl ope end. Conpanies that inject higher quality crude
receive oil at the Valdez end of the pipeline identical in
quality to that received by conpanies that inject |lower quality
crude oil. The TAPS carriers file tariffs specifying how the shippers
wi || conpensate each other for these differences in quality,
and their methodol ogy nust be approved by the Conm ssion
pursuant to its authority under the Interstate Conmerce Act
("ICA"), 49 U S.C.app. s 1 et seq. See also Departnent of
Energy Organization Act, Pub. L. No. 95-91, s 402(b), 91
Stat. 565, 584 (1977), codified at 42 U S.C. s 7172(b) (1988)
(repeal ed 1994), recodified as anended at 49 U. S.C. s 60502
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(transferring authority to regulate oil pipeline rates under the
ICA fromthe Interstate Conmerce Comm ssion to FERC);

Exxon Pipeline Co. v. United States, 725 F.2d 1467, 1468 n.1
(D.C. Cr. 1984) (explaining transfer of authority). TAPS has
created a system which requires conpanies injecting | ower-
quality oil to conpensate conpanies injecting higher-quality
oil by creating a "Quality Bank," which awards shi ppers

credits for high-quality oil and debits for lowquality oil. The
TAPS Qual ity Bank is an arrangenent that "nakes nonetary

adj ustments [anong] shippers in an attenpt to place each in

the sane econonic position it would enjoy if it received the
same petroleumat Valdez that it delivered to TAPS on the

North Slope.” OXY, 64 F.3d at 684. Wile this is sinple
enough in concept, determning the relative value of the
injected streans is in fact a conplex technical task. There is
no i ndependent nmarket to set the relative price of the various
streans of North Slope crude because the crude is not sold
until after it is conm ngled and brought to Val dez. When the
systemwas originally created, the relative value of oil was
determ ned by the "APlI gravity"1l of the oil because lighter

hi gh-gravity crude is generally nore val uabl e than heavi er
lowgravity crude. See id. at 685. The "straight-line gravity
met hod" neasured the gravity of each incom ng stream and
conpared it to the gravity of the oil received by that shipper
at the far end, and determi ned Quality Bank credits or debits
accordingly. See id. 1In 1989, however, OXY USA and

Conoco, Inc. challenged this nethodol ogy, and in 1991 a

FERC Adm ni strative Law Judge ("ALJ") determned that it

"no longer yield[ed] a just and reasonable result." 57 FERC

p 63,010, at 65,049-50, 65,052-53 (1991). (For a full explica-
tion of the proceedings, see OXY, 64 F.3d at 683-89.)

The majority of North Slope shippers in an attenpt to
settle the tariff dispute proposed abandoning the straight-Iine

1 APl gravity is a nmeasure of density created by the Anerican
Petroleuminstitute. Under APl gravity analysis, unlike the nore
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gravity nmethod in favor of a "distillation" or "assay" method-
ol ogy, which would value crude oil based on the market price

of the various conponent products (called "cuts") created

when the crude oil is heated to a series of specific tenpera-
tures and the evaporated products produced at each tenpera-
ture are recondensed. See OXY, 64 F.3d at 687. The five

cuts created by this process at the [ ower boiling points--

pr opane, isobutane, nornmal butane, natural gasoline, and
napht ha- - and one of the heavier cuts, gas oil, are not at issue
here, as we upheld the nethod of val uing those cuts in our
earlier review See id. at 701. W vacated and renanded for
further proceedings as to distillate and residual fuel oil ("re-
sid").

A Distillate

Under the original 1993 settlenent offer, the distillate cut
i ncluded the portion of the streamthat evaporated between
350 and 650 degrees Fahrenheit. Under the 1993 settl enment
order, FERC split this proposed cut into two cuts, |ight
distillate (350-450 degrees) and heavy distillate (450-650 de-
grees). FERC determined that it would price light distillate
as jet fuel and heavy distillate as No. 2 fuel oil, the products
into which those cuts are normally refined, w thout adjust-
ment for processing costs. See 1993 Order, 65 FERC
p 61,277, at 62,288. W rejected that nethodol ogy because
each cut would require further processing to reach the quality
required for the proxy product. See OXY, 64 F.3d at 693.
Because the settlenent as nodified by FERC essentially
valued a raw material as if it were a finished product, we
determ ned that it overval ued these heavier cuts, resulting in
a windfall to those shippers whose streans contained the
hi ghest relative proportion of heavy crude. See id. Al though
we recogni zed that we could not require FERC to achieve a
perfect method of val uing petrol eum streans, particularly
streans including cuts without a market, we nonethel ess held
that FERC nmust be consistent in its methodol ogi cal choices.
That is, if the Conmm ssion chose to value a portion of the cuts
at market w thout adjusting for processing costs, then it
must, at least "to the extent possible," attenpt to approxi-
mate the market value of other cuts w thout processing. 1d.
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at 694. That is, the Commi ssion cannot "consistent with the
requi renent of reasoned deci si onmaki ng, val ue sonme cuts
preci sely and others haphazardly.” I1d. W therefore re-
manded the distillate valuation for further consideration by
FERC

B. Resi d

As the name inplies, the residual, or "resid," cut consists of
the portion of the petroleumstreamremaining after distilla-
tion of all other cuts at |lower boiling points. In the 1993
settlenent order, FERC split the resid into two cuts--1ight
resid (1,000 to 1,050 degrees Fahrenheit) and heavy resid (al
remaining material). The order valued these cuts in relation
to the market price of proxies: No. 6 fuel oil for light resid
and FO 380 for heavy resid with no adjustnent for the
processi ng necessary to receive these market prices. W
upheld FERC s decision to create a separate light resid cut,
but vacated the valuation of that cut at the price of No. 6 fue
oil as we found that the record did not disclose a relationship
between the price of that purported proxy and the val ue of
the cut. Likew se, we concluded that the record did not
denonstrate that FO 380 was a reasonabl e proxy for heavy
resid because the market price of FO- 380 bore only a limted
and unquantified relation to the value of heavy resid as a
bl endi ng component. See id. at 695. \While we concl uded
that expert testinmony in the record supported a "concl usion
that FO 380 and the 1050+ resid share sone physical prop-
erties,"” it did not even suggest that "the two materials have
equal or even near-equal narket values.”™ 1d. W therefore
remanded the valuation of the resid cuts to the agency for
further proceedi ngs consistent with our opinion

In our review of FERC s order approving the 1993 settle-
ment, we rejected not only the specifics of the FO 380
conpari son, but also FERC s decision to value resid based on
its use as a feedstock for "cokers," refinery equipnment which
breaks resid down even further into |ighter fuel products and
a heavy residue, which mght be asphalt at sonme plants, or
other materials with differing uses. Exxon and others ar-
gued that resid should be priced at its margi nal use val ue,
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whi ch Exxon cl ai nred was as a bl endi ng conmponent for

FO 380. When remandi ng, we observed that this econonic
argunent, while it mght not by itself carry the day, did
possess enough "anal ytical force" that the Conmm ssion shoul d
on remand "explicitly address whether the marginal use of
1050+ resid should be taken into account in that cut's

val uati on net hodol ogy. " 1d.

C. FERC s Proceedi ngs on Remand

In response to our opinion, FERC initiated settl enment
proceedi ngs regardi ng these remanded i ssues. \When this
effort failed, FERC set the matter for hearing. At the sane
time, the Commission's Chief ALJ nmade further attenpts to
secure a settlement. The parties filed three separate settle-
ment proposals, one by nine parties2 ("the Nine Party Settl e-
ment"), and unil ateral proposals from Exxon and Tesoro.
The ALJ provided opportunity for all parties to file materials
in support of or in opposition to the settlenent offers. Fol-
| owi ng the subm ssions, the ALJ heard oral argunent and the
parties filed supplenental briefs. See Certification of Con-
tested Settlement and Ruling on Motion to Orit the Initial
Deci sion, Trans Al aska Pipeline Sys., 80 FERC p 63, 015, at
65, 212-13 ("1997 Opi nion").

The ALJ ultimately certified the Nne Party Settlenent to
t he Conmi ssion, and opted not to certify the unilateral pro-
posal s from Exxon and Tesoro, finding that |egal precedent
required this decision and that in any event the proposals
were biased in favor of the proposing parties. The ALJ
reviewed the record in detail and determ ned that the only
i ssues properly before himwere the remands for val uation of
light and heavy distillate and |ight and heavy resid. He
found that the Nine Party Settlenent's proposed val uati ons,
which follow, were fair and reasonable and supported by

2 The nine settling parties are Anoco Production Conpany,
ARCO Al aska, Inc., BP Exploration (Al aska), Inc., MAPCO Al aska
Petroleum Inc., OXY USA, Inc., Petro Star, Inc., Phillips Petrole-
um Conpany, the State of Al aska, and Union G| Conpany of
California. See 1997 Order, 81 FERC p 61,319, at 62,458 n.5.
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record evidence. See 1997 pinion, 80 FERC p 63, 015, at
65, 233.

Light distillate: valued based on a weighted average of
the West Coast and Gul f Coast prices of jet fuel, adjust-
ed by 0.5 cents per gallon to reflect processing costs.

Heavy distillate: valued based on wei ghted average of

the West Coast price of Waterborne Gasoil, reduced by 1
cent per gallon to reflect processing costs and the Qulf
Coast price of No. 2 fuel oil reduced by 2 cents per gallon
to reflect processing costs. (The processing costs were
based on the testinony of Nine Party expert w tness

John O Brien who stated that ANS crude oil needed to

be processed to reach the 0.5 percent |level for sulfur
demanded by the market. )

Light resid (1000 degrees F to 1050 degrees F): The

1993 settlement had elim nated separate treatnent of
light resid and conbined it with the 1050+ cut. The

Ni ne Party Settl ement approved by the ALJ instead

rolled it into the Vacuum Gas G| ("VGED') cut, by raising
the top end of that cut to 1050 degrees, which the nine
parties claimconforns with industry practi ce.

Heavy resid (1050+): continued use of the Wst Coast
price of FO- 380 as a West Coast reference price, sub-
tracting 4.5 cents per gallon as a processing cost. Added
@Qul f Coast 3 percent sulfur No. 6 fuel oil as a Gulf Coast
ref erence product, and adjusted that figure by the sane
4.5 cents.

The ALJ noted that the nine parties supported the settle-
ment only if it applied prospectively. See id. at 65,241. The
ALJ determ ned that the remand did not require that the
new net hodol ogy be applied retroactively and that the Com
m ssion retained the discretion to determ ne when to make
the settlenent effective. See id. at 65,243. The ALJ also
recommended prospective application under the circum
stances. See id.

The Conmi ssion reviewed and accepted the ALJ's recom
mendati ons as to each valuation, finding in its order that each
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determ nati on was based on substantial evidence. FERC

found that there was no active market for resid, and opted to
price resid based on its value as a coker feedstock. FERC
determ ned that the two reference products were the actively-
traded petrol eum products that had physical characteristics
nost resenbling resid, and used these adjusted prices as a
proxy for the value of resid as a coker feedstock. It also
decided to apply the new rates prospectively, stating that this
was consistent with the 1993 Order applying the new rates
prospectively, which was affirmed by this court in OXY.

"[ The new settl enent] does not change the nethodol ogy to be
used, but nodifies how to value the remanded cuts.” See

1997 Order, 81 FERC p 61, 319, at 62,467. The Conm ssion
noted that the TAPS Quality Bank was sui generis, so
precedents cited by Exxon and Tesoro as supporting retroac-
tive application of the new met hodol ogy were not dispositive.

1. STANDARD OF REVI EW

The standard of review applicable to FERC s approval of
this proposed settlement of the issues remaining on remand is
the sane as it was in OXY. FERC s decision to approve a
portion of a contested settlement nmust be supported by
substanti al evidence, and we nust set aside FERC s approval
if it was "arbitrary, capricious, an abuse of discretion, or
otherwi se not in accordance with law" 5 U S.C. s 706(2)(A),
(E). Qur inquiry under the arbitrary and capricious test is
"narrow and a court is not to substitute its judgnent for that
of the agency.” Mdtor Vehicle Mrs. Ass'n of the United
States, Inc. v. State Farm Mut. Auto. Ins. Co., 463 U S 29, 43
(1983). \Where, as in the instant case, the analysis to be
performed "requires a high |level of technical expertise, we
nmust defer to the inforned discretion of the responsible
federal agencies."™ Marsh v. Oregon Natural Resources
Council, 490 U.S. 360, 377 (1989) (internal quotation marks
omtted). Nonetheless, the Conm ssion nmust engage in ra-
tional decisionmaking, see, e.g., State Farm 463 U. S. at 43;
OXY, 64 F.3d at 690. W held in OXY that the agency had
supplied a reasoned analysis for changing its prior policies
when it adopted the distillation nmethodol ogy. See OXY, 64
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F.3d at 690. However, nore inportant for purposes of the
petitions now before us, we granted the petitions for review of
the 1993 Order to the extent that they challenged the Com

m ssion's nethods of valuing the distillate and resid cuts.

[11. CHALLENGES TO THE NEW SETTLEMENT

The petitioners make multiple arguments chal |l enging the
val uati on of specific cuts and FERC s failure to require that
qualitative differences between the sane cuts of different
streans be considered when determ ning the rel ative val ue of
each stream They argue that FERC acted arbitrarily by
failing to value resid based on its marginal use as a fuel oi

bl endst ock i nstead of as a coker feedstock; inproperly failed
to account for differences in quality anong the the sanme cuts
of different streams when valuing resid; inproperly chose a

price proxy for its value as a coker feedstock; and failed to
address chal l enges to the nmet hodol ogy for determning resid's
val ue as a coker feedstock. The petitioners also challenge
FERC s decision to inplement the new val uati on nethodol o-

gy prospectively only. W address first the valuation chal -

| enges, and uphol d the agency's decisions as supported by
substanti al evidence with the exception of the use of FO 380
less 4.5 cents and 3 percent sulfur No. 6 fuel oil less 4.5 cents
as proxy prices for heavy resid. The adjusted val uation

sol ves none of the problenms we identified in our prior opinion
because there is no evidence that the prices of the reference
products, even after the 4.5 cents adjustnent, bear any
rational relationship to the market value of resid. W there-
fore vacate and remand the portion of FERC s order affect-

ing the valuation of heavy resid.

I'V. | NTRA- CUT QUALITY DI FFERENCES

Exxon3 argues that FERC s failure to account for differ-
ences in quality anmong the heavy distillate cuts of the individ-
ual streans before they are commngled in the TAPS com

3 Exxon and Tesoro filed a joint petition for review For sinplici-
ty's sake, we will refer to the joint argunents of the two petitioners
as Exxon's argunments.
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nmon streamviolates the terns of our earlier remand i n OXY,
and is arbitrary and capricious. W disagree.

Petitioners claimthat the goal of the Quality Bank is to
pl ace an accurate value on the streans flowing into the TAPS
and failure to account for quality differences in the distillate
cuts of the streans coming fromdifferent oilfields is not
reasoned deci si onmaki ng. W di sagree that Exxon's argu-
ment follows logically fromour remand. In OXY, we recalled
that the goal of the Quality Bank is "to assign accurate
rel ative values,"” 64 F.3d 693 (enphasis added), to the diverse
streans delivered to the pipeline. W vacated in part the | ast
order because the met hodol ogy approved therein had favored
one class of cuts above others. W renanded in order that
FERC mi ght provide a nethodol ogy with a reasoned rel ative
uniformty, know ng that absolute precision at any |evel of the
cuts was unachi evable. That is, we did not renmand because
the old nethod was inaccurate, but because it was unfairly
nonuni form To have denanded 100 percent accuracy woul d
have been to hold the agency to "an inpossibly high stan-
dard.” 1d. at 694. The specific purpose in our remand was
to require the agency to resolve the rel ative overval uati on of
some cuts, which were valued at the market price for their
proxy despite the fact that significant processing was re-
quired to bring those products up to a market standard.

Exxon seeks to expand the duty of the Commi ssion to refin-

ing the degree of distinction anong conponent streans with-

in individual cuts. Specifically, Exxon seeks to have us
vacate FERC s order insofar as it does not recognize and

adjust for differences in the sulfur content of distillate as a
key factor in determ ning market value. Part of the adjust-
ment to the per-barrel price of distillate is to account for
renoving sulfur so that it can be sold as jet fuel or No. 2 fue
oil. In inplenenting that methodol ogy, FERC assuned t hat

all streans had the sane sul fur content, when Exxon had

shown that such was not the case. Exxon argues that FERC
shoul d not use the sul fur content of the conm ngled streans
when determ ning the value of the cut, but nust determn ne

the sulfur content and thus the value of the distillate cut of
the oil fromeach field before it enters the commopn stream
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Because sone streans have a higher sulfur content, they
woul d require nore processing and consequently have a | ower
val ue once processing costs were factored into the per-barre
price. Oher streanms with a | ower sulfur content woul d have
a hi gher val ue because no further processing woul d be needed
to bring the oil up to the quality of the proxy product.

Exxon further argues that treating all of the streans as if
t hey have the sane sul fur content violates OXY, which calls
for accurately valuing the streans; that it is arbitrary and
capricious because it nmakes assunptions contrary to fact;
and that FERC s failure to even consider the issue is arbi-
trary and capricious. Specifically, Exxon argues that FERC
i nproperly determ ned that the scope of its actions was
l[imted by the terns of our remand, but that in any event,
FERC cannot claimthat it addressed only the issues required
by the court because it did nore than we ordered when it
changed the West Coast proxy for heavy distillate, even
t hough no party chall enged the one adopted in the 1993 and
1994 orders, and elimnated the light resid cut, even though it
was affirmed in OXY. Exxon contends that having opened
t he door, so to speak, FERC was obligated to consider the
i nformati on provi ded by Exxon and Tesoro about the differ-
ences in quality anmong the streans because it has an obli -
gation under the ICA " "to ensure that pipeline rates are just
and reasonable.” " OXY, 64 F.3d at 690 (quoting Texas
Eastern Transmi ssion Corp. v. FERC, 893 F.2d 767, 774 (5th
Cr. 1990)). Exxon argues that refusing to consider the
quality differences was therefore arbitrary and an abuse of
discretion. In its 1997 Order, FERC noted that it had
rejected the sane argunment in its 1993 Order, and that we
had not reversed or vacated that ruling. Exxon argues
nonet hel ess that by adjusting the market prices of the proxies
to account for renmoving sulfur, FERC itself has now deter-
m ned that sulfur content is an inportant aspect of val uing
heavy distillate.

W reject Exxon's argunment that FERC s failure to differ-
entiate between the streans was arbitrary and capricious. 1In
OXY, we required FERC to take into account the significant
processing costs that rendered its unadjusted use of a proxy
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product unreasonable in relation to the valuation of other
portions of the stream Exxon's contention that FERC nust

val ue each streamat the well head based on its individua

sul fur content calls for nore than we required. W did not
hold in OXY that differences in quality between the streans
nmust be considered, and do not do so now. Inherent in our
approval of FERC s adoption of the distillation methodol ogy

in OXY was our approval of the agency's conclusion that there
was no need to consider intra-cut quality differences, and that
t he agency properly determ ned that the relative proportions

of the cuts in each streamis sufficiently accurate as a nethod
of determining the relative value of the streans. See 65

FERC p 61,277, at 62,287 (1993), and 66 FERC p 61, 188, at
61,240 (1994). In any event, it was not arbitrary and capri -
cious to determine the value of each cut in the TAPS stream
after it has been m xed, instead of separately valuing the cuts
of each stream The fact that a nore precise nethod exists

for determning the relative value of the streans does not
render the decision to adopt a | ess accurate, but nore adm n-
istrable, nethod arbitrary and capricious. FERC has opted

to use a magnifying glass to determ ne the val ues of the
streans, and we will not fault it for not using a m croscope.

W al so uphol d agai nst chall enge FERC s two changes to
the price of heavy distillate, both of which are supported by
the record. FERC changed the reference price for the West
Coast fromNo. 2 fuel oil to Waterborne Gasoil, and adjusted
the price of Waterborne Gasoil by one cent per gallon and the
@l f Coast price of No. 2 fuel oil by two cents to account for
processing. See 1997 Order, 81 FERC p 61, 319, at 62, 460.
These adj ustments were based on the testinony of expert
wi t nesses John O Brien and Christopher Ross. Ross testified
that these products nost closely resenbl ed Al askan North
Slope ("ANS') heavy distillate, see Affidavit of Christopher E
Ross, p 19 (Jan. 29, 1997), and O Brien testified that the ANS
heavy distillate cut required treatnment to reach the necessary
sul fur level, see Affidavit of John O Brien, WV13-15 (Jan. 28,
1997). These decisions were supported by adequate record
evi dence and we uphol d the agency.
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V. RESID CUT VALUATI ON | SSUES
A Exxon and Tesoro's Chal | enges

In OXY, we noted that resid like distillate did not trade on
an open market and therefore was difficult to eval uate.
Nonet hel ess, and even in the face of "the deference we owe
t he Conmi ssion's judgnments,"” we concluded that the 1993
settl enent approach to valuation of resid did not "satisfy the
APA' s basic requirenment of reasoned decisionnaking." OXY,

64 F.3d at 694 (citing State Farm 463 U S. at 43). W
therefore remanded that portion of the assay nethodol ogy to
the Conmi ssion for further consideration

The nmet hod before us in the present review fares no better
than the last, and for the sane reasons: even with the 4.5
cents per gallon adjustnment, "the record denonstrates no
nmore than that the price[s] of FO 380 [or No. 6 fuel oil]
bear[ ] sone renote relationship to the value of 1050+ resid

as a feedstock.” 1d. at 695. W renmand FERC s decision to
value resid at the price of FO-380 less 4.5 cents on the Wst
Coast and Waterborne 3% sul fur No. 6 fuel oil less 4.5 cents

on the GQulf Coast. The figures derived fromthe use of these
proxies with a subsequent adjustment do not bear a denon-
strated relationship to the value of resid, either as a coker
feedstock or as a blending agent for fuel oil. Exxon and
Tesoro raise multiple challenges to FERC s val uati on process
for this cut.

1. Marginal Use

Exxon argues that FERC erred again, as it did in the 1993
Order in not enploying the margi nal use of resid as a
bl endi ng agent for fuel oil rather than its val ue as coker
feedstock in establishing the valuation nethodol ogy for that
cut. Exxon contends that the error is a fundanental one in
that the ALJ's finding, adopted by the Conmm ssion, that
there is no active market for resid is flawed. In Exxon's
view, although there are few trades of resid, there is in fact a
market, and a sparsity of open trades is only due to the fact
that the refiners who use resid rarely need to purchase it
fromothers because they already obtain it as a byproduct of
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their own refining operation. Exxon further argues that

there are fornulae that can be used to derive resid s value as
a bl endstock despite the absence of market trades. Thus

Exxon prays the court to vacate the relevant portion of

FERC s order and remand the controversy for val uing of

resid as a bl endst ock.

FERC responds that there was conflicting evidence regard-
ing the existence of a market for ANS resid, and the ALJ and
t he Conmi ssion reasonably adopted the testinony of N ne
Party witnesses A.L. Gualtieri and Benjamn Klein, who
testified that resid was rarely traded, and was instead used as
a coker feedstock. See 1997 Opinion, 80 FERC p 63,015, at
65, 238-41. The ALJ al so determ ned, based on the record,
that it was inappropriate to value resid based on its margina
use as fuel oil blendstock because nost of the refineries did
not seek to purchase resid but created it as part of their
refinery process. See id. 65,240. The absence of an active
market for resid made the econonic principle of marginal use,
whi ch depends on a liquid market, unreasonable in this
circunstance. See id. 65,240-41.

W& see no reason to disturb FERC s adoption of the ALJ's
determ nation that resid is best valued based on the mnarket
val ue of its constituent products. The expert testinony of
Kl ein constitutes substantial evidence in support of FERC s
deci sion that margi nal use anal ysis does not require the
val uation of resid as a bl endst ock.

2. Conradson Carbon Resi due Content

As with distillate, Exxon argues that FERC arbitrarily
ignored quality differences in the streans which affect the
value of the different cuts. The Conradson Carbon Residue
Content ("CCR') of resid affects its value, and the different
streans delivered to the TAPS undi sputedly have differing
CCR content. Exxon reiterates the argunment it nmade con-
cerning sulfur that failing to account for differing CCR
content was arbitrary and capricious. The CCR content
figure used by FERC was not even derived fromthe oi
shi pped over TAPS, but froma blend used by an expert
whi ch included other crude oils. FERC responds that it
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properly rejected the suggested intra-cut differentials based
on CCR content for the sane reasons it rejected the quality
differentials based on sulfur content. For the reasons stated
in Parts 11l and |1V above, we hold that FERC was not

required to consider intra-cut differences in CCR content

when det erm ni ng mar ket val ue.

3. Choice of Proxies

Exxon next argues that FERC acted arbitrarily when it
chose to use the adjusted price of FO 380 as a proxy for
valuing resid as a coker feedstock. 1In OXY, we found that
usi ng the unadjusted market price of FO 380 as a proxy was
arbitrary and capricious. The 4.5 cents adjustnment now
adopted is arbitrary for the same reasons. There is no
denonstrated rel ati onshi p between the val ue of FO 380 and
coker feedstock other than an observed rough correlation in
price, and even the data relied on by FERC shows inconsis-
tent relationships in the price of FO 380 and t he coker
feedstock val ues cal cul ated by the experts. Exxon argues
that determning resid s value as a coker feedstock "requires
determining the identity, quantity, and value of products
produced in a coker fromresid and subtracting fromthe
val ue the costs of producing those products and pl aci ng them
in a marketable condition.” See Joint Brief of Petitioners
Exxon Conmpany, U.S. A and Tesoro Al aska Petrol eum Com
pany at 42. Exxon al so argues that FERC chose the wong
feedstock to val ue because it used a blend of crudes which
woul d be used by a hypot hetical refinery, rather than actua
i ndi vidual North Slope crude streanms. Exxon further con-
tends that it presented nunmerous chall enges to the nethodol -
ogy ultimately adopted by FERC, show ng inaccuracies in the
expert's assunptions regardi ng cost cal cul ati ons, product out-
puts and product yields. Finally, it argues that because the
ALJ never allowed discovery, it could not replicate the ex-
pert's conmputer nodeling on the PIMS system (a standard-

i zed petrol eumindustry nodeling systemused to cal cul ate
refinery needs and outputs). The ALJ and the Conm ssion
did not specifically address these argunments, which Exxon
contends nakes their decisions arbitrary and capri ci ous.
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FERC responds that the 4.5 cents per gallon adjustnment to
the price of FO 380 on the West Coast and No. 6 fuel oil on
the @ulf Coast as proxies for resid was reasonable, based on
expert witness OBrien's testinony and administrative ease.
These are the lowest-quality products actively traded, and the
adjustnment was within the range of variation between the
cal cul ated value of resid as a coker feedstock and the per-
gallon price of FO-380. See Ross Affidavit p 21. O Brien
derived the cal cul ated value of resid as a coker feedstock
using the PI M5 nodel and conpared those cal cul ated val ues
to the market price of FO 380 over the same five-year period.
The relationship varied fromresid being worth $1.21 per
barrel nore than FO-380 in 1993 to being worth $3.01 per
barrel less than FO- 380 in 1995, and averaged being worth
$1.12 per barrel less over the five-year period. See 1997
Opi nion, 80 FERC p 63,015, at p 65,239 (citing OBrien Affida-
vit WV 56-598 Exhibit B ar-23). OBrien testified that the
4.5 cents per gallon adjustnment (equal to $1.89 per barrel |ess
than FO 380) proposed by the Nine Party Settlement fell
wi thin the observed range of variation over the five-year
peri od and was therefore reasonable. See id. FERC al so
notes that Exxon and Tesoro both suggested a nethod that
tied the price of heavy resid to FO-380. The difference is
t hat Exxon uses a conplex fornmula to adjust the price.4

B. Analysis

VWile we find substantial record evidence supporting the
i nternedi ate steps FERC took in determ ning the val ue of
resid--i.e., its determ nations that no active narket exists,
that resid is best valued as a coker feedstock rather than as a
bl ender for fuel oil, and that FO 380 and No. 6 fuel oil are the
actively-traded products in the rel evant nmarkets nost simlar
i n physical characteristics to resid--we cannot concl ude that
the last step follows logically fromthese prem ses. W

4 FERC s suggestion that Tesoro and Exxon sonehow val i dat ed
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their choice of FO 380 as a reference product is m sl eading because

Exxon and Tesoro's use of FO- 380 as a reference price ties the
val ue of resid to the value of FO 380 when valuing resid as a
bl endstock for fuel oil, not as a coker feedstock.
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t heref ore cannot uphold the use of FO 380 less 4.5 cents on
the West Coast and Waterborne 3% sulfur No. 6 fuel oil |ess
4.5 cents on the @ulf Coast as a proxy price for resid.

The 4.5 cents adjustment, while it falls within the range of
the observed variation, does no nore than that. There is no
evi dence that the prices of the proxy products are nore than
coincidentally related to the value of resid as a coker feed-
stock. Mbdreover, the cal cul ated val ue of resid using the
Pl M5 nodel does not even vary consistently with the price of
FO 380. As petitioners noted when this case was before us
in OXY, by the same logic we could use the price of coal with
an adjustnent as a proxy for the price of dianonds because
both are a source of carbon, even if the prices fluctuate
inconsistently. Wth only five years' data to consider, the
sanple is too small to convince us that there is sonme ot her
unstated rel ationship at work which guarantees that the price
of FO- 380 and the value of resid will correlate consistently
wi thin some specified range. W recognize that the agency is
addressing the Quality Bank Adm nistrator's concerns that
nore conpl ex systens may give the appearance that the
price of resid is open to manipulation, and thus is seeking a
product that is traded on the market to use as a proxy, which
woul d al low the Quality Bank Adm nistrator to performa
si nmpl e mar ket - based cal cul ati on when determ ning the val ue
of resid. These goals of administrative efficiency and objec-
tivity do not free the agency fromthe requirenment that the
chosen proxy bear a rational relationship to the actual narket
val ue of resid. W remand once again to the agency to
determ ne a |logical nethod for deriving a value for resid.
Because we remand, we do not reach the technical objections
Exxon and Tesoro raise regardi ng specific calcul ations.

VI . TESORO S | NDEPENDENT CHALLENGES
A Tesoro' s Standi ng
In addition to the argunments raised jointly with Exxon
Tesoro rai ses nunerous additional challenges to FERC s

deci sion. However, before we address the argunents raised
by Tesoro in its individual brief, we nust consider as a
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threshol d matter whether Tesoro has standing to petition us
for review. Intervenors argue that Tesoro | acks standing
because it is no longer a shipper on the TAPS system and
therefore no longer has a legally cognizable stake in the
outcome. As a result, they argue, the case is noot as to it
and issues raised only by Tesoro are not properly before us.
Intervenors al so argue that because Tesoro passed its Quality
Bank costs through to its shippers, it was not aggrieved by
the orders under review

Tesoro counters that it has standing as a conpetitor of
MAPCO, one of the shippers on the TAPS system which is
subsi di zed by TAPS because its streamis overval ued. W
have hel d that even non-shi ppers and conpetitors may be
within the ICA's zone of interest. See OXY, 64 F.3d at 697.
Tesoro also notes that it currently purchases ANS crude from
one supplier and hopes to acquire nore from another. Teso-
ro Reply Brief at 19 n. 10.

The Intervenors are correct that only "aggrieved" parties
may seek judicial review of a final FERC order issued under
the ICA See 28 U.S.C. s 2344; OXY, 64 F.3d at 696; Shell
Gl Co. v. FERC, 47 F.3d 1186, 1200 (D.C. Cr. 1995). W use
traditional standing principles to determine if a party is
i ndeed aggrieved. See OXY, 64 F.3d at 696; Water Transp.
Ass'n v. ICC, 819 F.2d 1189, 1193 (D.C. Cr. 1987). To be
aggrieved, Tesoro must have suffered an "injury in fact"
traceable to FERC s action, a decision in its favor nust be
capabl e of redressing that injury, and its interest must be
within the zone of interests protected by the statute. Tesoro
has shown that it would suffer conpetitive injury if other
shi ppers were advantaged by unfair Quality Bank val uati ons,

a decision on our part altering those valuations woul d redress
that injury, and the ICA pernmits a very broad range of

parties to conplain to FERC about pipeline operations. The

| CA permits the Conmmission to respond to conpl ai nts about
"anyt hi ng done or omitted to be done by any conmon carri -

er" subject to the statute |odged by, inter alia, "[a]ny person
firm corporation, conpany, or association.” 49 U S. C app

s 13(1). Tesoro has standing to challenge the decision here.
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B. Tesoro's Position
Tesoro marshal s additional attacks on FERC s approval of
the settlenment, sonme technical and sone that are arguably
pr ocedur al
1. Considering Processing Costs for Only Two Cuts

Tesoro argues that FERC erred in singling out the |ight
and heavy distillate cuts for processing cost cal cul ati ons when

processi ng costs associated with other cuts are ignored. It
argues that this violates the requirenment in OXY that streans
be valued equally. In OXY we remanded the light distillate

and heavy cuts for new val uati on because further processing
was required before they could be sold as jet fuel and No. 2
fuel oil respectively. Tesoro now clainms that FERC arbi -
trarily ignored the question of whether further processing
was needed before the other cuts could be sold as the proxy
products FERC used to value them Failing to do so, it
clainms, skews the valuation in favor of the heavier streans.
This argunent fails to conprehend our earlier opinion

There we upheld the agency's finding that the lighter cuts
were of sufficiently conparable quality to the market proxies
that no further processing was needed, and therefore no cost
adj ust ment was needed. Essentially, the market price was
correct because in those instances the distillation nethod
resulted in a market-ready product. We will not reexam ne
this issue now For the reasons given above in Parts II1, 1V,
and V.A.2, we do not entertain the argunment that quality

di fferences between the streans nust be considered at this

st age.

2. Costs of Sul fur Renoval

Tesoro argues that internal inconsistencies in the N ne
Party data show that the processing costs for sulfur renpval
are not credible, specifically because there is a higher per-
unit cost to renove sulfur fromheavy distillate than from
resid. Tesoro presented evidence chall engi ng these cal cul a-
tions, which the ALJ and FERC failed to fully address.

FERC responds that Tesoro's argument that there are
i nconsistencies in OBrien's cost cal culations for sul fur renov-
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al was never raised before the Conmi ssion, and cannot be

rai sed now before the court. |If the issue was preserved, the
agency argues that Tesoro has produced no evi dence show ng
that the calculations are incorrect, and that the agency could
reasonably have adopted O Brien's cal cul ati ons.

We hold that Tesoro preserved this issue for review when it
argued before the Conm ssion that there was "no way,
absent discovery, to determine that O Brien's cost estimates
are not totally arbitrary” and that the conflicting testinony of
its experts supported a | ower cost per unit for renoving
sul fur. Mdtion of Tesoro Al aska Petrol eum Conpany for
Expedi ted Reconsideration and Remand or to Permit Appea
Concerning Certification of Nine Party Settl ement WV 36- 37
(Cct. 15, 1997). As for the nmerits of the issue, we hold that
FERC reasonably relied on the testinmony of N ne Party
witness OBrien in reaching the adjustnment. Wtness O Brien
testified that different nmethods woul d be needed to bring the
two products into conpliance. Heavy distillate could be
bl ended with a lighter product to bring it into conpliance
with the 0.5% market tol erances for sulfur in Wst Coast
WAt er borne Gasoil, the reference product on the West Coast.
However, such bl endi ng woul d not be economically feasible to
bring it dowmn to the 0.2% sul fur content of Qulf Coast No. 2
fuel oil, the Gulf Coast reference product, so it would have to
be processed to renove the excess sulfur. See 1997 Qpi nion,
80 FERC p 63,015, at 65,234; O Brien Affidavit WV13-15.
This difference in approach accounts for the difference in
cost. Thus, there is no inconsistency warranting the relief
Tesoro seeks.

3. Processing Costs for Light Distillate

Tesoro argues that FERC arbitrarily and capriciously ac-
cepted the Nine Parties' processing cost adjustment for |ight
distillate. Tesoro argues that its expert testified that no
further processing was required for light distillate to neet
the requirenents for jet fuel, the proxy product used for
val uation of the light distillate cut. FERC arbitrarily accept-
ed the Nine Parties' experts' clains that 0.5 cents per gallon
in processing was required before the cut would neet the
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standard. Tesoro also argues that its expert pointed out
unreasonabl e additions to the cost of the processing, such as
unnecessary punping and inflated adm nistrative costs, and
that FERC accepted this flawed estimate w t hout considering
contrary evidence and thus failed to satisfy the substanti al
evi dence standard. W find this objection to be w thout
merit. There is substantial record support for the Conm s-
sion's determ nation that a 0.5 cent/gallon adjustnent was
required to account for the processing of light distillate into
jet fuel. That evidence consisted of expert testinony before
the ALJ by Nine Party witness O Brien supporting the
processing costs figures eventually adopted by the ALJ and
thereafter by the Commi ssion. See Reply Conments of the

Ni ne Settling Parties in Support of the Nine Party Settle-
ment at 4-5 (Mar. 17, 1997).

4. Coker Feedstock Val ue Based on | nproper Assunp-
tions and Cal culations Not in the Record

Tesoro next argues that FERC ignored substantial and
i mportant criticismof the coker valuation of resid. Under
t he adopted nmet hod, resid' s coker feedstock value is deened
to be the value of the products created | ess the cost of
processing. Tesoro argues that the other experts' opinions
were based on the wong nmix of product yields, that the
PI M5 nodel used is not in the record, and that Tesoro's
expert could not replicate the results. Tesoro al so argues
that its expert showed that the coker operating costs used by
the Nine Parties' experts were overstated. Because the
PI M5 nodel is not in the record, FERC could not make a
rati onal connection between the facts and the concl usi ons
drawn therefrom

G ven that we are remandi ng the question of valuation of
resi d because FERC has not provided a reasoned expl anation
for its determination to set resid' s value as a coker feedstock
and to use FO- 380 less 4.5 cents on the West Coast and
Wat er borne 3% sul fur No. 6 fuel oil less 4.5 cents on the @l f
Coast as a proxy price, we need not decide this detailed
factual question, as the factual record nay change on renand.
FERC wi || necessarily address these issues when it reval ues
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resid, and such conpl ex techni cal questions belong first to the
i nfornmed discretion of the agency. See OXY, 64 F.3d at 691.

5. Elimnating the Fuel G Cut

Tesoro argues that FERC inproperly elimnated the |ight
resid cut and determ ned that the 1000- 1050 degree cut
shoul d be valued as V&GO (W had previously affirned
FERC s creation of the light resid cut, but had remanded for
new val uation.) The Nine Parties had suggested this change,
and FERC approved it. Tesoro argues that the new cut is
beyond the capability of many refineries. It suggests that
the ALJ was confused when he determned that this change
was consistent with the Conmission's treatnment of this cut.

FERC reasonably found, in resolving this technical matter
that the record evidence supports a determ nation that "the
standard industry cut point shown on assays is 1050g, and
that the published specifications for VG permt cut points to
1100@." See 1997 Order, 81 FERC p 61, 319, at 62,464. This
finding, coupled with the testinony of expert witness O Brien
see id. at 65,236-37, provided substantial evidence supporting
the agency's decision that VG is a perm ssible product on
which to base the valuation of 1000 to 1050 degree resid.

6. The Choi ce of Waterborne Gasoi

Tesoro argues that FERC arbitrarily and capriciously ap-
proved the Nine Parties' selection of Waterborne Gasoil as
t he proxy product for valuing West Coast heavy distillate.
Tesoro argues that Waterborne Gasoil is not a West Coast
product, but is a Singapore product created in Singapore and
is thus subject to Far East refining and market econom cs.
This, it argues, is inconsistent with the stated goal of the
settl enent of valuing the product on the coast where it is
"delivered and used." Waterborne Gasoil, a high-sulfur prod-
uct, cannot be sold on the West Coast. See Tesoro Brief at
19- 21.

The agency states that "the reference price used is 'Platt's

U S. West Coast spot quote for Waterborne Gas oil less 1
cent per gallon for processing costs.' ... That quoted Pl att
West Coast Waterborne Gas G| price represents the val ue of
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significant Gas oil transactions on the United States West
Coast." 1997 Order, 81 FERC p 61,319, at 62,463-64. Wt-
ness Ross stated that the price for Waterborne Gasoil was a
West Coast price, even if the product was ultimately exported
to Singapore. See Affidavit of Christopher E. Ross WV 7-10
(Mar. 17, 1997). Gven this record support, we wll not

di sturb FERC s determ nation

7. Inconsistent Treatnment of Heavy Distillate and Resid

Tesoro al so argues that the valuation of heavy distillate is

i nconsistent with the valuation of resid. Wst Coast heavy
distillate is valued based on its marginal use as the | owest-
val ue product requiring the |east processing (high sulfur
WAt er borne Gasoil), whereas resid is valued based on its

hi ghest - val ue use as a coker feedstock. Tesoro argues that
this inperm ssible inconsistent treatnent overval ues the
heavi est streans. This anounts to a reiteration of the ques-
tion addressed above regarding FERC s determ nation that it
is appropriate to value resid as a coker feedstock in the
absence of a liquid market for the product. W uphold

FERC s decision for the reasons stated above in Section
V. A 1.

8. Naphtha and Gas O |

Tesoro argues that FERC shoul d have reeval uated ot her
cuts, particularly naphtha and gas oil. Specifically, Tesoro
argues that FERC failed to value these two cuts based on a
wei ghted val uation of the prices on both the West Coast and
@il f Coast, which violates the "dual -market principle.” See
Brief of Petitioner Tesoro Al aska Petrol eum Conpany at 22.
None of these products are val ued based on Gulf Coast
prices, which overval ues gas oil and underval ues napht ha,
thus favoring heavy streanms. \Watever the nerits of these
argunents mght be, the issues they raise are beyond the
scope of the limted remand, and therefore not properly
bef ore us.

C Procedural Questions

Tesoro next argues that FERC arbitrarily and capriciously
failed to provide for adequate procedures to ensure a reliable
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record. Specifically, Tesoro argues that FERC should have
ordered di scovery and hearings with cross-examnation to
resol ve contested issues because of the vastly differing posi-
tions of the experts. Live hearings would have pernmitted the
ALJ to make credibility determ nations, and cross-

exam nation woul d have permtted Tesoro to chall enge specif-
ic portions of the experts' testinmony. For instance, Tesoro
objects that the PIMS conmputer nodel is not in the record

and thus the assunptions underlying the coker feedstock

val uations could not be tested,5 and argues that sone of the
Ni ne Parties advocated hi gher paynents into the Quality

Bank earlier in the litigation. Tesoro cites Astroline Com
muni cati ons Co. Ltd., Partnership v. FCC, 857 F.2d 1556,

1571 (D.C. Cr. 1988); Porter v. Califano, 592 F.2d 770, 783
(5th CGr. 1979); and Xerox Corp. v. Gennoora Corp., 888 F.2d
345, 355 (5th Gr. 1989), as establishing the principle that
review of a contested settlenent on the nmerits requires

di scovery and cross-exan nation

FERC responds that the procedures enpl oyed by the ALJ
provi ded anpl e opportunity for the parties to advance al
supporting evidence for their proposals and to illum nate
defects in the counter proposals. Specifically, the ALJ per-
mtted the parties to file affidavits and other materials in
support of the proposals; the ALJ heard oral argunments from
all parties in support of the proposals; the ALJ further
permtted the parties to file post-argunent briefs. FERC
contends that these opportunities were adequate to fulfill all
due process requirenments and all owed the parties to ade-
quately present their positions to the ALJ and the Comm s-
sion. W agree.

VWile it is true that |ive testinony and cross-exani nation
can facilitate a fact-finder's attenpts to sort out the truth, we
have not held that such procedures are necessary in all cases.

In fact, we have held that "FERC may resol ve factual issues
on a witten record unless notive, intent, or credibility are at

5 1n light of our remand for reevaluation of heavy resid as a coker
f eedst ock, the absence of the PIMS nodel fromthe record could in
any event be no nore than harm ess error
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i ssue or there is a dispute over a past event." Union Pac.
Fuels, Inc. v. FERC, 129 F.3d 153, 164 (D.C. Cr. 1997); see
al so Louisiana Ass'n of Indep. Producers & Royalty Oaners

v. FERC, 958 F.2d 1101, 1113 (D.C. Cr. 1992) (party may not
conplain that it was deprived of a fair hearing after receiving
noti ce of expert testinmony on which opposing party relied, an
opportunity to reviewit, a chance to submt briefs criticizing
it and evidence opposing it, and the opportunity to argue
before the Commission). |In this case, there is a dispute

anong experts over the proper nethod for val uing petrol eum
streans. This type of technical dispute is anenable to reso-
lution by resort to the witten record, particularly where
Tesoro had significant opportunities to submt evidence of its
own and criticize the evidence submtted by the Nine Parties.
We decline to overturn FERC s deci sion

VI | . PROSPECTI VE APPLI CATI ON
OF THE SETTLEMENT

A Exxon and Tesoro's Position

Exxon and Tesoro argue that FERC committed | egal error
when it decided that it would inplement the settl enent order
prospectively only. The nmethod that we found unreasonabl e
and renmanded has been in effect since 1993, and the Conm s-
sion stated when it was adopting the distillation nmethodol ogy
that in the event it was reversed and Exxon suffered econom
ic losses, it could correct any legal errors after the appeal
See Order on Rehearing, Trans Al aska Pipeline Sys., 66
FERC p 61, 188, at 61,423 (1994). Now, when it has corrected
the legal errors identified in OXY, the Comn ssion has opted
to apply the new rates prospectively only, leaving the parties
wi t hout renedy for the years of unlawful valuations, and
granting the settling parties a w ndfall

Exxon argues that this circuit's precedents require FERC
to return the parties to the position they would have occupi ed
had this legal error not been made. See Public Uils.

Commin of the State of California v. FERC, 988 F.2d 154, 168
(D.C. CGr. 1993) ("CPUC') (citing cases); see also, e.g., Pan-
handl e Eastern Pipe Line Co. v. FERC, 907 F.2d 185, 189
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(D.C. CGr. 1990); Ofice of Consunmers' Counsel, State of Chio
v. FERC, 826 F.2d 1136, 1139 (D.C. G r. 1987) (per curiam
This rule is drawn from"the logic of the statute itself."

Nat ural Gas d eari nghouse v. FERC, 965 F.2d 1066, 1074

(D.C. Gr. 1992).

FERC s reasons for refusing to do so, Exxon argues, are
wong as a matter of law. First, the agency agreed with the
ALJ that the cases cited by Tesoro and Exxon are not
di spositive because, while CPUC and Panhandl e "recogni zed
that the Conm ssion has the authority in sone circunstances
to i ssue orders which have retroactive effect, neither of those
cases required it." 1997 Opinion, 80 FERC p 63, 015, at
65, 242. Exxon argues that the | anguage fromthose cases
explicitly states that "when the Comni ssion conmits |ega
error, the proper renedy is one that puts the parties in the
position they woul d have been in had the error not been
made."” CPUC, 988 F.2d at 168. This use of the word "the,"
as opposed to "a," proper renmedy suggests FERC nust order
retroactive paynent when it comrts |egal error

Exxon al so argues that FERC inproperly attenpts to rely
on the filed rate doctrine as nmandati ng prospective applica-
tion of its order. See 1997 Order, 81 FERC p 61, 319, at
62,467. Exxon argues that despite its protestations, FERC
has the authority to correct its error, and that the shippers
had notice that there mght be a later correction to the rate,
which " 'changes what would be purely retroactive ratemak-
ing into a functionally prospective process by placing the
rel evant audi ence on notice at the outset that the rates being
promul gated are provisional only and subject to later revi-
sion.” " Natural Gas C earinghouse, 965 F.2d at 1075 (quot -

i ng Col unmbia Gas Transm ssion Corp. v. FERC, 895 F.2d
791, 797 (D.C. Cir. 1990)).

Exxon next argues that even if FERC did have discretion
to determ ne whether to apply the corrected val uation retro-
actively, its failure to do so in this case anounts to an abuse
of that discretion. FERC stated as reasons for its decision
t he observations that the change here was one of val uation
not of nethodol ogy, and that the Quality Bank was sui
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generis. Neither of these reasons, it contends, supports the
decision not to remedy the injury to Exxon and Tesoro.

Exxon notes that FERC had retroactively applied adjust-

ments in vacuumgas oil rates that were set under the
distillation method, rendering both justifications neaningless.
Exxon al so points out that FERC does not explain how the

"sui generis" nature of the Quality Bank has any bearing on
whet her the aggrieved parties shoul d be made whol e.

Exxon further argues that the refusal to nake the ag-
grieved parties whole violates the central purpose of the
Qual ity Bank, which was created as part of FERC s " 'con-
tinuing obligation to ensure that pipeline rates are just and
reasonable.” " OXY, 64 F.3d at 690 (citing 49 U S.C. s 1(5)
and quoting Texas Eastern Transm ssion Corp., 893 F.2d at
774). Moreover, it contends, this abuse of discretion is
conmpounded because FERC refused the injured parties a
stay pending appeal in 1994 on the basis that it could correct
any |legal errors later found on appeal

Exxon cites a string of our precedents holding that it is
proper to correct such legal errors retroactive to the tine
they occurred. In Tennessee Valley Minicipal Gas Associ a-
tion v. FPC, 470 F.2d 446 (D.C. Cr. 1972), we held: "If the
policy of the Natural Gas Act is not arbitrarily to be defeated
by uncorrected Commi ssion error, the [injured party] nust
be put in the same position that it would have occupi ed had
the error not been made." 1d. at 452. In Public Service Co.
of Colorado v. FERC, 91 F.3d 1478 (D.C. Cir. 1996), we
stated: "Absent detrinental and reasonable reliance, any-
thing short of full retroactivity ... allows [sone parties] to
keep sone unl awful overcharges w thout any justification at
all. The court strongly resists the Comm ssion's inplication
that the Congress intended to grant the agency the discretion
to allow so capricious a thing." 1d. at 1490. The Public
Service Co. decision was nmade in the context of the Natural
Gas Policy Act. W held that the parties were on notice of a
potential change in the way a tax would be charged to
customers, and thus did not detrinentally rely on the agen-
cy's prior position. As a result, we held that it was fair to
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make refunds of those tax charges retroactive to the date of
noti ce.

Final |y, Exxon argues that FERC s so-called equitable
exercise of its discretion failed to give any weight to the
injury to the parties and the resulting windfall to the N ne
Parties, who benefit because of agency error, rendering the
agency's ultimate decision irrational

B. FERC s Position

FERC argues that the Conm ssion properly concl uded that
t he equitabl e approach would be to inplenent the settl enment
on a prospective basis, as all other TAPS settl enents had
been. The cases cited by Exxon address the issue of whether
FERC is barred fromapplying a renmedy retroactively, not
whether it is required to do so. FERC s discretionis at its
zeni th when deci di ng what kind of renedy to apply. See
Towns of Concord, Norwood, & Wellesley, Mss. v. FERC
955 F.2d 67, 76 (D.C. Gr. 1992). FERC asserts that it nade
its decision based on several equitable factorsé6:

FERC took note (1) that parties supported the N ne

Party Settlenent only if it were inplenented prospec-
tively; (2) that all prior TAPS cases resolved by settle-
ments have been on a prospective basis; (3) that the
changes adopted by the Settlenment Order only nodify
limted aspects of the distillation nethodol ogy put in
place in 1993; and (4) that the TAPS Quality Bank is su
generis. 81 FERC at 62, 467.

FERC Brief at 59. Therefore, FERC argues, it did not

abuse its discretion. FERC also notes that it did not "bait
and switch" Exxon in denying the stay because each renedy
nmust be decided on its own nerits.

C. I ntervenors' Position

Intervenors note that we have made cl ear that FERC has
di scretionary authority over whether a settlenment should
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6 Factor number one, we note, is nentioned only in the agency's

brief to this court and not in its decision

have retroactive effect. See CPUC, 988 F.2d at 168. See al so
Cities of Batavia, Naperville, Rock Falls, Wnnetka, CGeneva,
Rochelle and St. Charles, Ill. v. FERC, 672 F.2d 64, 85 (D.C

Cr. 1982) ("It is clear ... that in denying a refund in this case

t he Conmi ssion al so considered the practical consequences

and the purpose of the Act; hence we are required to uphold
its exercise of discretionary power."); Second Taxing Dist.
of the City of Norwal k v. FERC, 683 F.2d 477, 490 (D.C. Cir.
1982) ("Refunds are not mandatory; the Comm ssion has

di scretion to decide whether a refund is warranted in Iight of
the interests of the customer and the utility."). OXY did not
require any result in this case, and in the absence of a clear
mandat e, they argue, FERC properly exercised its discretion.

D. Anal ysi s
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W agree that FERC does have a neasure of discretion in
determ ning when and if a rate should apply retroactively.
However, such discretion is not without its limts, and we hold
t hat FERC abused that discretion

The agency's passing nmention of the filed rate doctrine has
no bearing on FERC s discretion to reallocate Quality Bank
credits to correct FERC s erroneous valuations of the distil-
late and resid cuts because all of the TAPS shippers were on
notice as of 1993 that the valuations were contested. FERC
mentioned the filed rate doctrine not as a justification for its
exerci se of discretion, but in discussing the prior decision, in
which the filed rate doctrine was decisive. As we stated in
OXY, "[t]he rule against retroactive ratemaking ... 'does not
extend to cases in which [custonmers] are on adequate notice
that resolution of sone specific issue may cause a | ater
adjustnment to the rate being collected at the tinme of service.'
The goals of equity and predictability are not underm ned
when the Conmi ssion warns all parties involved that a
change in rates is only tentative and m ght be disall owed."

64 F.3d at 699 (quoting Natural Gas C earinghouse, 965 F.2d
at 1075). In fact, all of the parties participated in the
proceedi ngs before the agency. Any reliance that they may
have placed on the rates in |light of these proceedi ngs was
unwarranted. As we stated in Public Service Co., "[a]bsent
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detrimental and reasonable reliance, anything short of ful
retroactivity ... allows [sone parties] to keep some unl awf ul
overcharges wi thout any justification at all." 91 F.3d at 1490.

There is also a strong equitable presunption in favor of
retroactivity that would make the parties whole. As we have
stated, "when the Comm ssion commts |egal error, the prop-
er remedy is one that puts the parties in the position they
woul d have been in had the error not been made." CPUC
988 F.2d at 168. This is not to say that FERC nmust do so in
every case if the other considerations properly within its
anbit counsel otherwi se. However, FERC s listed equitable
factors have no bearing on the decision and do not explain its
deci sion not to make whole parties who are clearly injured by
underval uati on. G ven the strong presunption in favor of
maki ng injured parties whole and the incentive that this
creates for the parties to litigate regardi ng past errors and
for the agency to correct those errors, on the record before us
we hol d that FERC abused its discretion when it failed
wi t hout adequat e explanation to nake the reval uati on and
concom tant Quality Bank adjustments retroactive to 1993,
when the distillation method was adopt ed.

W recogni ze FERC s concern that the Nine Parties have
stated that they would not support the settlenent if it applied
retroactively. However, we cannot uphold on this basis a
contested settlenment in which the settling parties agree to
divvy up a windfall at the expense of the contesting parties.
The agency cannot sinply take a head count anong the
parties in a contested settlement and decide that since those
who will benefit froma settlenent outnunber those who wll
suffer, it is fair to allowthe majority to settle the issue in
their favor. 1In settlenents where the power of the agency is
not being invoked to overcone the objections of some parties,
all sides typically give up sonething to arrive at a nutually
pai nful but acceptable position. It should be unsurprising
that the Nine Parties are unwilling to support the settlenent
unless it remains in their favor if they can invoke the m ght of
FERC to cram such a settlenment down the mnority's throats.
Parties raising legitimte | egal objections cannot be over-
| ooked sinmply because they are outnunbered, even if the
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result is that it sends all parties back to the negotiating table
or the hearing room The issue of the effective date of the

new val uation nethod is remanded for action consistent with

t hi s opi ni on.

VII1. CONCLUSI ON

W uphold FERC s decision with two exceptions--we find
that the decision to use FO- 380 less 4.5 cents on the West
Coast and CGulf Coast Waterborne 3% sul fur No. 6 fuel oil |ess
4.5 cents on the East Coast as proxies for the narket
val uation for resid was not supported by substantial evidence
and that the decision to apply the settlenent prospectively
was an abuse of discretion. W vacate those portions of
FERC s order and remand to the agency to reconsider these
issues in light of our opinion. W deny the petitions for
review in all other respects.
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